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I ntroduction
Q. Please state your name.
A. My name is John M. Stedl.
Q. State your position and business address.
A. | am a partner in the law firm of Gray Cary Ware & Freidenrich LLP, 701 Fifth

Avenue, Suite 7000, Sesattle, Washington.

Q. What isthe purpose of your testimony?

A. | have been engaged by PREMERA, a Washington miscellaneous not-for-profit
corporation (“PREMERA”), Premera Blue Cross, a Washington not-for-profit
corporation (“Premera BC” and, together with PREMERA, “Premera’), and various of
their affiliates to provide an independent expert opinion on issues of Washington law and
practice in connection with Premera’s application for conversion from not-for-profit to
for-profit status (the “Proposed Conversion”). The Proposed Conversion is described in
the Form A Statement filed by New PREMERA Corp. (“New PREMERA”) with the
Office of the Insurance Commissioner (“OIC”) on September 17, 2002, as amended by
the Amended Form A Statement filed by New PREMERA with the OIC on February 5,
2004 (as amended, the “Form A Filing”).

Q. Have you submitted expert reports for this proceeding?

A. Yes. | filed aReport in this proceeding dated November 10, 2003, aswell as a
Supplemental Report dated March 5, 2004. Complete and accurate copies of my Report
and Supplemental Report will be marked as Premera Hearing Exhibits. | incorporate
both my Report and my Supplemental Report into my pre-filed direct testimony by

reference.
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Q. Describe your qualifications and experience with Washington cor porate law.
A. | have been an attorney in the full-time private practice of law in Seattle,

Washington, since 1970. For over 31 years, my practice has focused aimost exclusively
on corporate and securities law matters. | have negotiated and managed over 200
merger/acquisition transactions (including several sales or acquisitions of regulated
insurers or healthcare service contractors), and have been primarily responsible for
almost 30 initial public offerings (representing both issuers and underwriters, including
two IPOs in connection with conversions of mutual banks to for-profit status). In the past
three annual rankings of Washington lawyers, based on a peer survey conducted by
Washington Law & Palitics, | have been the highest-ranked corporate lawyer in
Washington State. | am along-time member of the Washington State Bar Association’s
Corporate Act Revision Committee, of which | was the Co-Chair for over ten years. | am
also aformer Chair of the Washington State Bar Association’s Securities Law
Committee.

My familiarity with Washington corporate law extends to nearly all of the statutes
under which corporate entities may be organized in this state. | have authored and
testified in favor of the legidative adoption of five separate amendments to the
Washington Business Corporations Act (RCW Title 23B, applicable to for-profit
corporations). | have aso authored and supported the legidlative process as to two
amendments to the not- for-profit statute under which PREMERA is organized (RCW Ch.
24.06), including a 2001 updating of that statute’s provisions relating to directors’ duties.
In addition to the representation of numerous for-profit Washington corporations, | have

represented numerous not-for-profit Washington corporations organized under RCW Ch.
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24.03 and RCW Ch. 24.06 (including other healthcare service contractors), and have
advised them as to governance, financing and transactional matters. | am frequently
asked to speak at bar association, continuing education and industry group symposiums
on matters of Washington corporate law, corporate governance and securities law.

A true and correct copy of my current resume is attached as Exhibit A and

incorporated herein by reference; it will be marked as a Premera Hearing Exhibit.

Q. Please summarize your testimony.

A. The Form A Filing and the corporate decision making processes underlying the
Form A Filing comply with Washington law. Based upon my review of the background
materials and information available to me, | conclude:

1. Premera’s status as a not- for-profit corporation does not automatically render
it a charitable corporation or cause its assets to be impressed with a charitable
trust under Washington law. Premerais essentially a commercial enterprise
and not a public benefit corporation. None of Premera s assets appear to be
impressed with a charitable trust. Even if some portion of Premera’ s assets
were considered subject to charitable limitations, the structure of the Proposed
Conversion satisfies the transfer requirements of RCW 24.03.225(3). The
Proposed Conversion makes far more assets available to Washington and
Alaska for charitable purposes than are available now.

2. Inreaching its decision to pursue the Proposed Conversion, the Board of
Directors of PREMERA (the “PREMERA Board”) and the Board of Directors
of Premera BC (the “Premera BC Board” and, together with the PREMERA

Board, the “Premera Board”) fulfilled their respective fiduciary duties under
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Q.

A.

Washington law in investigating and assessing alternatives for capital
formation via possible merger or combination with other healthcare insurers.
The Premera Board' s deliberative process met the requisite standard of care,
and its decision to pursue the Proposed Conversion rather than other business
combination alternatives should be ertitled to the protection of the business

judgment rule.

. The overal structure of the arrangements between New PREMERA and the

Washington Foundation Shareholder (the “Washington Foundation”) and the
Alaska Health Foundation (collectively, the “Foundations’)—including that
reflected in the Registration Rights Agreement, the Voting Trust and
Divestiture Agreements, and the Transfer, Grant and Loan Agreement—is
reasonable and customary, including those aspects of structure that also serve
to comply with the Blue Cross Blue Shield Association (“BCBS’) license.

Premera’ s assets ar e not subject to a charitabletrust.

Premera currently isorganized as a non-profit corporation. Doesthat mean
that it isa charitable corporation?

No. Washington not-for-profit corporations are not automatically deemed to be

charitable. The court in Adult Student Housing v. Dep’'t of Revenue, 41 Wn. App. 583,

593, 705 P.2d 793, 798 (1985), for example, held that being a not- for-profit corporation

“does not alone make a corporation benevolent or charitable.” Similarly, in Adolescent

Treatment Servs. v. Ahvakana (“Adolescent Treatment”), 97 Wn. App. 1087 (1999)

(unpublished table decision, text available at 1999 WL 1034515 *3), review denied, 141

Wn.2d 1004 (2000), the court held that a not- for-profit corporation “is not a charitable

trust. Asacorporation, its powers are defined by RCW 24.03.”
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In 1969, the Washington L egislature adopted a new not-for-profit corporation act
(RCW Ch. 24.03) based upon the Model Non-Profit Corporation Act of 1964 (the “1964
Model Act”). The new Washington statute did not recognize the concept of a charitable
corporation.

Almost 20 years after Washington enacted the 1964 Model Act, the drafters of the
Model Non-Profit Corporation Act of 1987 (the “1987 Model Act”) recognized that
certain “public benefit corporations’ may be charitable in nature. The 1987 Model Act
classifies not-for-profit organizations into three major categories: “public benefit,”
religious and “mutual benefit” corporations. A “public benefit corporation” under the
1987 Model Act isonethat is organized for a public or charitable purpose and that, upon
dissolution, must distribute its assets to the U.S., a state, or an entity or person that is
exempt from federal taxation under 26 U.S.C. 501(c)(3). The Washington Legislature,
however, has never adopted this concept. Instead, it adopted its own very narrow
definition of a*“ public benefit nonprofit corporation.”

Under the Washington Legidlature' s definition, only not-for-profit corporations
that are tax exempt under 26 U.S.C. 501(c)(3) may hold themselves out “as operating to

benefit the public.” Ch. 291, § 1, Laws of Washington 1989 (legidative finding). This

very narrow definition evidences the Legidature s view that not all not- for-profit
corporations, but rather only tax-exempt 501(c)(3) corporations, should be considered
charitable or public benefit organizations under Washington law. This limitation is
logical because the eligibility criteria under 501(c)(3) are basically the same as those

comprising the common law definition of a charity. Neither PREMERA nor Premera BC
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isnow or has ever been eligible for tax exempt status under section501(c)(3). Hence,
they are not and cannot be “ public benefit nonprofit corporations’ under Washington law.

Q. Do you believethat the assets of current Premera—that is, not-for-profit
Premera—areimpressed with a charitabletrust?

A. No, | have no basis to believe that Premera’ s assets are impressed with a
charitable trust.

Q. Pleaseexplain.

A. The Washington Legidature’ s narrow view as to which not-for-profit
corporations should be deemed to be operating for the public benefit is consistent with
Washington law relating to the imposition of charitable trust restrictions. | am not aware
of any reported case in Washington that has imposed a charitable trust on the assets of a
not-for-profit corporation, and what little case law exists in Washington as to “charitable”
status arises in very different contexts. In addition, it is questionable whether the
charitable trust concept, as applied to not-for-profit corporations, even exists in this state.

Adolescent Treatment held that a not- for-profit corporation“is not a charitable trust. As

acorporation, its powers are defined by RCW 24.03.” In Lundberg v. Coleman

(“Lundberg’), 115 Wn. App. 172, 60 P.3d 595 (2002), review denied, 150 Wn.2d 1010
(2003), the court questioned whether a section 501(c)(3) nonprofit corporation qualified
for, or was, a charitable trust.

Courts in other states have generally ruled, following the adoption of not-for-
profit corporation statutes, that such corporations are governed by corporate, not trust,

standards. For example, the Kansas Supreme Court held in United Methodist Church v.

Bethany Med. Cir., 266 Kan. 366, 969 P.2d 859 (1998), that a not-for-profit charitable

corporation running a hospital was governed by Kansas' not-for-profit corporation law
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rather than trust law. According to one commentator, the drafters of the 1987 Model Act
expressly intended to eliminate the application of the charitable trust doctrine to not-for-
profit corporations even if they were formed for charitable purposes. Lizabeth A.
Moody, “The Who, What, and How of the Revised Model Nonprofit Corporation Act,”
16 N. Ky. L. Rev. 251, 263-64 (1989).

Leaving aside the debate as to whether charitable trust concepts even can be
applied to a modern not-for-profit corporation, | believe that before a Washington court
would consider doing so, it would require a clear showing of not only the “charitable”
nature of the corporation’s activities, but also an intent by the donor of the corporation’s
assets that they be utilized solely for charitable purposes. The court held in Baarslag v.
Hawkins, 12 Wn. App. 756, 763-64, 531 P.2d 1283 (1975), review denied, 86 Wn.2d
1008 (1976), that a charitable trust is created only if the donor limits the use of funds to
charitable purposes or, conversely, prohibits their use for non charitable purposes.

The predominant importance of the donor’s intent under Washington law is
reinforced by the specific language of RCW 24.03.225(3), which provides that, upon
dissolution of a not-for-profit corporation, any assets that were “received and held by the
corporation subject to limitations permitting their use only for charitable, religious, ...
benevolent, ... or similar purposes ... shall be transferred or conveyed to one or more
domestic or foreign corporations, societies or organizations engaged in activities
substantially similar to those of the dissolving corporation....” The statute's careful
restriction of “charitable trust’- like transfer limitations to those assets that were
“received” by the not-for-profit corporation subject to explicit charitable use limitations

and are still held for such uses is consistent with and supportive of my view expressed
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above that Washington courts would, in any event, require a clear showing of the donor’s
intent to impose charitable use restrictions on corporate assets.

Although Washington courts have not ruled on the application of this dissolution
provision, most cases from other jurisdictions with the same or ssimilar provisions have
interpreted this language to require a showing of the donor’s restrictive intent before
“charitable trust™- like transfer restrictions will be imposed.. For example, New York’'s
highest court stated: “Assets legally required to be used for a particular purpose are those
received pursuant to awill or other instrument limiting the purpose for which the assets

may be used.” Inre Multiple Sclerosis Serv. Org. of New York, Inc., 68 N.Y.2d 32, 39

n.5, 496 N.E.2d 861, 864 n.5, 505 N.Y.S.2d 841, 844 n.5 (1986). The Alabama Supreme
Court ruled that the Alabama dissolution statute, which is identical to RCW 24.03.225(3),
did not apply to atransfer of real estate “because the deed conveying the property to [the
not- for-profit corporation] did not contain conditions or limitations on the property’s

use.” City of Fort Paynev. Fort Payne Athletic Ass'n, Inc., 567 So.2d 1260, 1264 (Ala.

1990). Even in Texas, which has interpreted this language more broadly, it still must be
shown that the assets were “received” by a charitable corporation with an intent, either

express or implied, that the assets be used only for charitable purposes. Blocker v. State,

718 S\W.2d 409, 415 (Tex. Ct. App. 1986).

RCW 24.03.225(3) applies to transfers of assets in a plan of dissolutionby a not-
for-profit corporation only to the extent that those assets were “received and [are] held”
for charitable purposes. This requires a showing of (i) a donor’sintent that the assets
given to the corporation be used for express charitable purposes (or that they not be used

for non-charitable purposes), and (ii) that the not- for-profit corporation holds these
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donated assets for charitable purposes. In other jurisdictions that have analyzed the
“charitable” status of a BCBS licensee, the courts have focused on the factua record to
determine whether such corporations were charitable or whether their assets should be
impressed with a charitable trust. In such cases, the courts in both Wisconsin (ABC for

Health, Inc., v. Comm'r of Ins., 250 Wis.2d 56, 70-71, 640 N.W.2d 510, 515-16 (2001),

review denied, 252 Wis.2d 149, 644 N.W.2d 686 (2002)) and Texas (Abbott v. Blue

Cross and Blue Shield of Tex., Inc., 113 SW.3d 753, 766 (Tex. Ct. App. 2003))

examined the factual evidence and concluded that no charitable trust restrictions applied.

Some other courts (see, eg., Hawes v. Colo. Div. of Ins., 32 P.3d 571 (Colo. Ct. App.

2001), Blue Cross and Blue Shield of Kan., Inc. v. Stovall, 2000 WL 34001584 (Kan.

Dist. Ct. 2000), and other cases cited in my Supplemental Report) have looked at BCBS
conversions and have based their rulings, not on an analysis of charitable purpose or
charitable trust, but instead on the provisions of not-for-profit conversion statutes or
unique provisions in the not-for-profit corporation statutes of those states.

In his December 2003 deposition (transcript pp. 75-77, 88-92), Mr. Cantilo
argued that the numerous cases that have been cited are very fact-specific and therefore
distinguishable from the Premera case. He is correct that they are fact-specific, but heis
wrong in his conclusions. The import of the casesis that any determination regarding the
existence or non-existence of a charitable trust as to a BCBS licensee must necessarily be
based upon an analysis of the facts. Y et, when it comes to analyzing the Proposed
Conversion Cantilo & Bennett (“C&B”), an OIC consultant, insists on “assuming” that a
charitable trust exists and avoiding the factual analysis necessary to support such a

conclusion. This approach is not permissible under Washington law or any of the other
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case law set out above—one cannot simply assume or presume a charitable purpose or

the existence of a charitable trust based on nothing more than general rhetoric about the

history of other organizations in other jurisdictions with different statutory provisions.

No facts have been cited to show that Premera is a charitable trust.

Q. Do you believe the Washington Legislature has ever intended or believed that
assets of a not-for-profit healthcareinsurer should be subjected to a
“charitabletrust”-like protective process?

A. No, and the statutory history supports my conclusion. In 1996 and 1997, the

attorneys general of several states became increasingly concerned about the conversion of

not- for-profit healthcare corporations across the United States. Prior to that time,
common law and not-for-profit corporation statutes provided state attorneys general
limited authority to review conversion activities of these corporations. Through their
national organization, the National Association of Attorneys General (“NAAG”), the
participating attorneys general (which included the Washington Attorney General)
developed a model conversion statute that was intended to clarify the role of attorneys
general in protecting the assets of charitable not-for-profit corporations and to standardize
the application of charitable trust provisions to healthcare nonprofits.

In 1997, the Washington L egisature approved a not-for-profit conversion statute,
currently set forth in RCW Ch. 70.45, based in large part on drafts of the NAAG Model
Act. However, while the NAAG Model Act and severa other jurisdictions’ conversion
statutes applied to both not-for-profit hospitals and healthcare insurers, the Washington

Legidature expressy limited the applicability of Ch. 70.45 to not-for-profit hospitals

only. Ch 70.45, which is similar to the NAAG Modd Act except for its inapplicability
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to not-for-profit healthcare insurers, presumes that a not- for-profit hospital holds
charitable assets and that those assets need to be protected by the attorney general.

By stopping short of including healthcare insurersin Ch. 70.45, Washington fell
into line with the majority of states that adopted conversion statutes during the 1996-1997
period (P. Bises, “Conversion of Nonprofit Health Care Entities to For-Profit Status,” 26
Cap. U. L. Rev. 805 at 836 (1997)). This decision by the Legidature not to include
healthcare insurers in Washington’s conversion statute seems to me quite logical, since
hospital care has for many decades been considered inherently charitable under both
common law and tax law. By contrast, serious doubts existed and still exist asto the
charitable nature of essentially commercial health insurance operations. Under
established principles of statutory construction, the Washington Legislature’ s decision to
exclude not-for-profit healthcare insurers from Ch. 70.45, in marked contrast to the
broader sweep of the NAAG Model Act, givesrise to a presumption that the Legidature
intended to reject the application of charitable trust restrictions to not-for-profit
healthcare insurers in Washington See Lundberg, 115 Wn. App. at 177-78, 60 P.3d at
599.

In May 2001, the Washington Legislature had yet another opportunity to impose
charitable limitations upon not- for-profit healthcare insurers when it adopted RCW Ch.
48.31C (the “Holding Company Act”), but again the Legidature declined to do so.
Although somewhat similar to Ch. 70.45 in that the Holding Company Act provides the
OIC an opportunity to approve conversion transactions, the standards of review, the
OIC’ s authority, and the general approach of these two statutes are remarkably different.

For example, one of the stated purposes of the Holding Company Act is to protect against
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insolvencies of healthcare contractors and health maintenance organizations (see House
B. Rep. SHB 1792, Test., 57" Leg., 2001 Rey. Sess. (Wash. 2001)); by contrast, the
stated purpose of Ch. 70.45 is to provide the state with the authority to safeguard the
charitable and public assets of not-for-profit hospitals (RCW Ch. 70.45 pmbl.).

The basic approaches of the two statutes are also fundamentally different: Ch.
70.45 requires that the hospital show that the conversion transaction satisfies certain
required elements, including fair value, due diligence and compliance with fiduciary
duties; by contrast, the Holding Company Act seems to presume that the transaction is
legally proper and permissible unless the OIC satisfies the burden of showing that the
transaction is not financially viable or that anti-trust issues exist. In adopting the Holding
Company Act, the Legislature had a clear second opportunity to apply charitable trust
principles to not- for-profit healthcare insurers, but appears to have rejected the notion
once again. Because the Legidature used language in the Holding Company Act that was
significantly different from the language of Ch. 70.45, alogical inference under
established principles of statutory construction is that the Legidature intended this
different treatment of not- for-profit healthcare insurers.

In the C&B Legal Opinions, C& B makes the argument that these differences
between the Holding Company Act and Ch. 70.45 do not imply a different legidative
intent. Citing the statutory construction principle of in pari materia, C& B argues that,
under this principle, the different standards of review under Ch. 70.45, including its fair
value, due diligence and fiduciary duty requirements, can actually be imported into
conversion proceedings under the Holding Company Act. However, under Washington

law, the doctrine of in pari materia cannot be used to bridge such awide gulf between
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two statutory regimes. See State v. Houck, 32 Wn.2d 681, 203 P.2d 693 (1949); Hallauer

V. Spectrum Props., Inc., 143 Wn.2d 126, 18 P.3d 540 (2001). In my view, the purposes
and approach of RCW Ch. 70.45 and the Holding Company Act are so widely divergent
asto beirreconcilable, and C& B’ s reference to the fact that they both deal with
healthcare entities is not a sufficient basis for applying Washington’s in pari materia
doctrine. Rather than construing the Holding Company Act to include proof
requirements like those of Ch. 70.45, | conclude that the Washington Legislature must be
presumed to have rejected the application of such requirements—and of charitable trust
principles—in proceedings under the Holding Company Act, including the current
proceeding relative to the Proposed Conversion.

Q. Do you believethat Premeraisa charitable organization?

A. Everything that | have reviewed leads me to believe that Premerais essentialy a
commercial enterprise that would be difficult to classify as a charitable organization
under the Washington legal principles described above.

Q. Pleaseexplain.

A. As | noted earlier, neither PREMERA nor Premera BC can be termed a “public
benefit nonprofit corporation” under Washington law, because they are not now and
never have been eligible for tax-exempt status under 26 U.S.C. 501(c)(3). Becausethey
are not and cannot be “public benefit nonprofit corporations’ under Washington law, they
may not hold themselves out “ as operating to benefit the public.”

More importantly, Premera provides services only to those individuals with
whom it has a contractual relationship, and virtually all assets received by Premera are

cash payments for services rendered, which can hardly be said to have been given by
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customers with any donative or restrictive intent. The source of Premera’s revenues (and
thus its accumulated assets) is identical to that of afor-profit healthcare insurer. In 1985,
the U.S. Congressrecognized that there was essentially no difference between not-for-
profit and for-profit commercial corporations that provide healthcare insurance,
characterizing the so-called social welfare organizations (such as BCBS licensees that
provide healthcare insurance) as “so inherently commercial” that their tax-exempt status
should be revoked. H.R. Rep. No. 426, 99" Cong., 1% Sess. at 664 (1985). Against this
factual backdrop, it seems highly doubtful that Premera’ s assets are the subject of a
charitable trust. Indeed, the only reported judicial decisions of which | am aware (the
Wisconsin and Texas cases | cited earlier) in which courts in other states have conducted
afactual inquiry into the “charitable” status of BCBS licensees have concluded that the
BCBS affiliates were not charities and that their assets were not subject to charitable trust
restrictions.

Q. Doesthefact that Premera had a federal tax exemption until 1986 make it
charitable?

A. No. The OIC’s consultants have also argued that Premerais charitable by nature,
or at least that its assets should be impressed with a charitable trust, because Premera BC
operated prior to 1986 pursuant to a federa income tax exemption. However, this
argument is faulty in that Premera BC's tax exemptionwas not pursuant to section
501(c)(3), the exemption available to not- for-profit entities that operate exclusively for
religious, charitable, or scientific purposes (among others). Instead, Premera BC
operated under section 501(c)(4), an exemption applicable to not-for-profit entities
operating for the “promotion of social welfare’ rather than for charitable purposes.

(PREMERA, incorporated in 1994, has never been tax exempt.) Unlike charitable
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organizations exempted under section 501(c)(3), section 501(c)(4) organizations are not
prohibited from distributing their assets to members or individual shareholders, a
characteristic obviously inconsistent with true charitable status. Moreover, as | noted
previoudly, in 1985 Congress concluded that the tax exemption given to BCBS healthcare
insurers, including Premera BC, had been improper because such entities were essentially
commercial organizations.

There is aso one other flaw in the argument that a charitable trust should be
deemed to flow from Premera BC’ s past tax-exempt status. Just because Congress or
some other governmental entity believes that there are public policy reasons to provide
tax incentives to certain businesses (e.g., to encourage increased employment, which
expands the tax base and keepsworkers off unemployment and welfare rolls) does not
and should not automatically mean that those businesses are charities or that their assets
should be impressed with a charitable trust. If that were the case, Boeing, Microsoft and
alarge percentage of the Washington corporations engaged in the technology industry,
among others, would have to be considered charities or charitable trusts under
Washington law, due to their receipt of research and development tax credits, business
and occupation tax breaks and other tax incentives and credits. The lack of logic in this
argument is self-evident.

Q. If one wereto assumethat at least part of Premera’s assets are subject to

charitable limitations, doesthe Proposed Conversion satisfy the transfer
requir ements of the Washington Non-Profit Cor poration Act?

A. Yes, | believe so. As| discussed previoudly, | believe that the vast majority of
Premerad s assets were received as payments for services rendered as part of Premera’'s

commercia operations, and not as a result of any charitable donations. While | do not
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know whether Premera may historically have acquired any of its assets subject to a
specific limitation that they must be utilized for charitable purposes, | would be highly
skeptical that even a majority of Premera’ s current assets are subject to such explicit
limitations. | believe that most, if not al, of Premera’s existing assets have been
accumulated through the reinvestment of payments from commercia customersinto
Premera s business, and | doubt that any of these commercial payments could be shown
to have been given to Premera with a donative intent, much less subject to arestriction
that the funds be used exclusively for charitable purposes. Thus, in my view, the
overwhelming majority of Premera s assets cannot be subjected to a charitable trust under
Washington law.

It is possible, of course, that someone might be able to make a clear showing that
some of Premera s existing assets were actually received by Premera subject to explicit
limitations permitting their use only for charitable purposes. Even if this were the case, it
would not render Premera, in its entirety, charitable, nor would it render al of its assets
charitable. If such a showing were made, the key issue would then become whether the
manner in which those restricted assets are dealt with under the Proposed Conversion
satisfies the requirements of RCW 24.03.225(3). In this connection, | agree with the
characterization of the Washington Attorney General, in the memorandum dated October
15, 2002, co-authored by David Walsh, Rusty Fallis, and Christine Gerstung Beusch, to
the effect that the proper metric is whether there are as many assets “available” for
application to charitable purposes after the Proposed Conversion as there were before. At
present, it is difficult to discern any significant portion of Premera s assets that is truly

“available” for charitable applications—uvirtually all of Premera s assets are currently
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utilized in the conduct of an inherently commercial business. After the Proposed
Conversion, by contrast, there will be an “unlocking” of enormous value that will become
available to the two Foundations and converted to cash over time. Since the stated
purposes of the Foundations do appear to be “substantially similar” to the purposes that
would most likely have governed any of Premera’ s assets that might have been received
subject to charitable restrictions, it appears that the requirements of RCW 24.03.225(3)
will be satisfied. In fact, it is difficult for me to understand how anyone could believe or
even argue that more assets would be available for charitable uses if the Proposed
Conversion were not approved.

The Premera Board fulfilled its fiduciary duties.

Q. How did the Premera Board decide to pursue the Proposed Conversion?

A. As discussed more fully in my Report and Supplemental Report, | have reviewed
the Board minutes and related materials. The Premera Board grappled for an extended
period of time with the limitations and vulnerabilities arising out of its relatively limited
capital base. The Premera Board concluded in late 1997 that increasing Premera s capital
base was a strategic priority in order for it to remain competitive and not be forced to
artificialy limit the growth of its business.

Q. Did the Premera Board call upon outside expertsin this process?

A. Yes. Inthelatter half of the 1990s, the Premera Board engaged Goldman, Sachs
& Company (“Goldman Sachs’) to advise it with respect to its alternatives for increasing
its capital base. Goldman Sachs delivered reports to the Premera Board in late 1997 that
examined a wide range of capital enhancement alternatives, including an overview of

business combination activities and considerations in the healthcare industry. The
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Premera Board already had a great deal of familiarity with the businesses and business
practices of most of these potential combination candidates.

Q. Did the Premera Board take further action withrespect to the Goldman
Sachsreport?

A. Yes. In mid-2001, the Premera Board asked Goldman Sachs to update its analysis
of alternatives for improving Premera s capital base. Goldman Sachs' updated report,
delivered in preliminary form in August 2001 and in final form in September 2001, again
examined awide range of capital enhancement alternatives, including a survey of
potential business combination candidates and the business and legal pros and cons of
each.

Q. Did the Premera Boar d adequately consider the alter natives presented by
Goldman Sachs?

A. Yes. The PremeraBoard discussed and considered each of these potential
business combinations on its own merits to assess its relative desirability. More
specificaly, the Board considered (1) the degree to which the potential combination
would deliver (a) greater capital strength and flexibility, (b) improved performance in
terms of operating efficiencies and service delivery, and (c) improved competitiveness for
the Premera business; (2) whether the potential combination would allow for continuation
of the competitive advantage of operating under a BCBS license; (3) the degree of
difficulty of achieving regulatory and antitrust approvals of the potential combination;
and, finally, (4) the degree to which Premera’s business would continue to be under local
control after the combination. In connection with thislast point, the Premera Board
considered the degree to which the loss of local control would create uncertainties as to

(a) possible future departure of the combined businesses from al or part of Premera’s
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regional market (as a number of national competitors had done during the 1990s) or (b)
the effect of the combination on Premera’s various constituencies, such as employer
groups, subscribers, family members, physicians and other provider constituencies.

Q.  How did the Premera Board apply these criteria?

A. Applying the first two criteria (namely, competitive strength and continuation of
the BCBS license) narrowed the candidates down to a very small number. Acquisition by
WellPoint Health Networks Inc. or Anthem, Inc., both of which were publicly held for-
profit corporations, presented the most arduous regulatory approval process. The
Premera Board also believed that a possible combination with a large, out-of-state BCBS
licensee would result in a loss of local control, with all executive functions leaving the
region and decisions that have local impacts no longer being made with particular

attention to local needs and local economic considerations. A potential combination with

Proprietary Material

Redacted was not given extensive consideration due to the known difficulties

- such a combination would present from a regulatory and antitrust standpoint, and in light

of anticipated opposition from providers and other constituencies. After considering all
of the alternatives and the information and analysis provided by Goldman Sachs, the
Premera Board concluded that the Proposed Conversion best met the four principal
criteria that the Premera Board believed to be strategically important.

Q. Please summarize your conclusions about the Premera Board’s due diligence
and deliberative process.

A. Decisions about Premera’s strategic alternatives were made by the Premera
Board, not by management. Those decisions do not appear to have been influenced by
self interest, and they were certainly not made in haste or on the basis of inadequate

information or deliberation. In Conclusion #26 of its Supplemental Report, C&B
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acknowledges that “...any weakness in PREMERA’s due diligence may not compel
rejection of the...[Proposed Conversion]. However, it is a significant additional factor
the Commissioner may consider in evaluating whether the...[Proposed Conversion] isin
the interest of policyholders and the public.” Based upon my review of the Board's
deliberative process, as outlined above and further in my Report, and even assuming it
was a factor to consider under the Holding Company Act, | believe that there was no
weakness in the due diligence of the Premera Board. The Commissioner, in evaluating
the Proposed Conversion, should disregard any allegations relating to weakness in the
Premera Board' s due diligence or its deliberative process.

Q. In your opinion, did the deliber ative process described above meet the
requisite standard of care?

A. Yes. Based upon my review of the background materials and information
available to me, | believe that the Premera Board' s deliberative process met the requisite
standard of care, and that its decision to pursue the Proposed Conversion rather than other
business combination alternatives should be entitled to the protection of the *business
judgment” rule, which means that such decisions are not subject to judicial second-
guessing, even if those decisions are demonstrably erroneous, so long as they can be
attributed to any rational business purpose.

Q. What isthe applicable standard of care?

A. The standard of care for the directors of PREMERA and Premera BC is set forth
in the statutes under which those corporations are organized. In general, each of
Premera s directors must discharge his or her duty in good faith, in a manner the director
reasonably believes to be in the best interests of the corporation, and with the care that an

ordinarily prudent person in a like position would exercise under similar circumstances.
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If the directors meet this standard, their decisions are subject to the business judgment
rule, which “rule’ is described above. Among other things, a board such as Premera’s
may pursue structures or transactions designed to create long-term value. Since the
Premera Board believes in good faith that there are a number of important business
reasons to remain under local control and independent from larger national competitors, it
is not required to focus solely on maximizing short-term financial value by selling to an
out-of-state competitor.

Q. Aretheduties of directors of a for-profit corporation different than those of
not-for-profit corporation directors?

A. No. Despite the suggestions in the Report by Steven B. Larsen (pp. 6-7) that for-
profit and not-for-profit corporations are fundamentally different in that one has
shareholders and the other has only the community, directors of for-profit and not-for-
profit corporations have essentially the same standard of care under Washington lan—a
director of each type of corporation in Washington must discharge his or her duty in good
faith, in a manner the director reasonably believes to be in the best interests of the
corporation, and with the care that an ordinarily prudent person in a like position would
exercise under similar circumstances. In each case, these duties look to the “best interests
of the corporation” and not to the best interests of the shareholders or any other particular
group of stakeholders. Directors of a not-for-profit corporation that operates a
commercial business, such as Premera and New PREMERA, generally have the same
mix of objectives as directors of afor-profit corporation operating a similar business.
Normally, neither for-profit nor not-for-profit corporations directors are legally obligated

to maximize value for shareholders or other stakeholders. | believe that the best-run
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companies do not try to maximize short-term stock price. Instead they strive to maximize
long-term growth and to ignore market pressures to operate on a quarter-by-quarter basis.
Q. Isit appropriateto apply to the Proposed Conversion, by “analogy,” the

rules of the hospital conversion statute that require the Department of
Health to examine, among others, issues of board due diligence?

A. No. Despite the suggestions in the C&B Report, | see no indication that the
Washington Legidature intended the “second guessing” that is arguably authorized by
RCW Ch. 70.45 as to non-profit hospital conversions to apply in hearings by any
agencies other than the Department of Health, nor do | see any other reason why the
Premera Board' s decision should not be accorded the same deference that a corporate
decision would be accorded in any other legal proceeding. As| previously described in
more detail, had the Legidature intended to provide for areview of the Premera Board's
due diligence and permit such “second guessing,” it had ample opportunity to do so—
first, in 1997 when it chose not to apply RCW Ch. 70.45 to healthcare insurers (unlike the
model conversion statute of the NAAG on which RCW Ch. 70.45 was based); and
second, in 2001 when it adopted the Holding Company Act applicable to the Proposed
Conversion and did not include such “second guessing” authority. RCW Ch. 70.45 is
wholly inapposite to the Proposed Conversion of Premera as a healthcare insurer, and
C&B’s anaysis of the Premera Board' s due diligence and other matters based on RCW

Ch. 70.45 should be disregarded.
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Theoverall structure of the arrangements between New PREM ERA
and the Foundations is reasonable and customary.
Q. In your opinion, isthe overall structure of the arrangements between New

PREMERA and the Foundations—including that reflected in the
Registration Rights Agreement, the Voting Trust and Divestiture
Agreements, and the Transfer, Grant and L oan Agreement—r easonable and
customary?

A. Y es, these kinds of arrangements are fairly commonplace. Y ou often see themin
spin-offs from larger corporations. In atransaction in which a division of an existing
corporation is taken public, with the original parent company still owning alarge
percentage, the underwriters that are conducting the public offering seek to attract
investors by imposing limitations that address the public’s distrust of how the big
shareholder might act. For example, the public may be distrustful of the parent
corporation molding the composition of the board of directorsin away that might be
designed to serve the interests of the parent company rather than the interests of the
newly public company. The public also may be distrustful of the integrity of the market
for the stock and may want the large shareholder to reduce its holdings over time. Under
such circumstances, the public generally prefers that reductions in the percentage
holdings of the parent company occur according to a visible and predictable schedule,
which helps reduce fears of unexpected selling pressure and price fluctuations.

Q. Do you believe that the divestitur e schedule will result in the overall

degradation of the value of the Washington Foundation’s New PREM ERA
stock ?

A. No, | don't.

Q. Pleaseexplain.

A. In my view, the opposite is true. If you look at large stockholders of publicly held

companies, you commonly find that they engage in a program of reducing their holdings.
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One reason they do thisis to give the market visibility. When a large shareholder sellsits
holdings over a stated time period, the market is able to adjust to the fact that there is
going to be some selling activity. The public knows that a methodical process will be
followed, and can stop worrying about whether shares might be sold suddenly in huge
guantities, and trash the market price. The view of most investment bankers is that such
visibility and predictability helps support a company’s stock price and makes it much less
subject to fluctuation. Large shareholders aso frequently optimize their liquidity by
engaging in “programmed trading,” which allows for continued selling of their shares
according to a predetermined schedule, even when the company’sinsiders arein
possession of inside information and would therefore otherwise be legally prohibited
fromtrading. These mechanisms are likely, over time, to optimize the value that the
Foundations receive for their shares of New PREMERA stock.

Q. Do you agree with the Blackstone Group’s Update Report (p. 8) that the

Voting Trust and Divestiture Agreements should expire upon any loss by
New PREMERA of itsright to use BCBS trademarks?

A. No. The Blackstone Group (“Blackstone”), an OIC consultant, assumes that the
only reason for imposing the Voting Trust and Divestiture Agreements on the
Foundatiors is the BCBS divestiture requirements. | believe that the continued existence
of the Voting Trust Agreements during their full stated term is also important for the
success of New PREMERA ' s initial public offering (“1PO”) and subsequent market
stability, regardless of the existence of the BCBS license. Agreements like the Voting
Trust and Divestiture Agreement are commonplace in similar corporate transactions, and
actually may enhance the value of the stock held in trust. As| stated above, where public

investors may be nervous about the “overhang” of potential selling activity on the public
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market price of the stock, underwriters often seek to impose restrictions that limit the

large shareholder’ s ability to dominate voting contrary to the interests of public

shareholders, and to obligate the large shareholder to reduce its percentage holdings of
the public company’ s stock according to a visible and predictable schedule. These
restrictions, which are present in the Voting Trust and Divestiture Agreements, help
reduce public investors' fears of business domination, unexpected selling pressure and
price fluctuations, and generally benefit both the large shareholder and the investing
public from afinancial perspective.

Q. The OI C consultants have a number of criticisms of the Form A Filing that
are based on the notion that all of Premera’s assets are subject to a
charitabletrust. You disagree with the premise. How do you react to the
criticisms?

A. Many of the criticisms of the Form A Filing by the OIC consultants lack any legal

foundation. The precise terms under which the Washington Foundationwill be able to

vote and monetize its shareholdings in New PREMERA have been criticized by the OIC
consultants based upon the assumption that Premera is owned by the public and that all of

Premera’ s assets are subject to a charitable trust, so the number of dollars that ultimately

make their way to the Washington Foundation arguably must be maximized to the

ultimate degree. For the reasons | have discussed earlier, | believe this assumption is
wrong and should be disregarded. Disregarding the assumption leads me to the following
conclusions:
a. Foundation Share Allocation -- The debate between insurance regulatorsin
Washington and Alaska as to the division of proceeds between the

Washington Foundationand the Alaska Health Foundation seems to miss the

more important point that, after the Proposed Conversion, both states will
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have far more assets available for charitable applications than they will have if

the Proposed Conversion is not approved.

. Trustee Fees-- In its Supplemental Report (p. 21), C&B argues that all fees

of the trustee under the Voting Trust and Divestiture Agreements should be
paid by New PREMERA rather than by the Foundations, because Premerais
imposing on the Washington Foundation* unnecessary conditions.” Asa
voluntary donor, Premerais entitled under Washington law to impose
whatever requirements it desires as to the use of the donated assets. In any
case, payment of a charitable trust’s own operating expenses is normally
considered to be within the trust’ s charitable purposes.

Unallocated Share Escrow -- Inits Supplemental Report (p. 77), C&B
argues that the application of the Unallocated Shares Escrow to shares that the
states have not agreed to allocate between them “ suffers from a number of
serious infirmities’ and that the Unallocated Shares Escrow “undermines’ the
transfer of the “fair valueg” of Premera s assets to the Washington Foundation
and Alaska Health Foundation. On the contrary, the proposed escrow of
unallocated shares represents a reasonable and customary mechanism for
dealing with distribution of assets pending later resolution of adispute. To
deny Premerathe right to employ such a mechanism in order to achieve the
timing thet it (the donor) desires would in effect give the donees (the
Foundations) a veto over the timing of the gift—a veto which they are not
legally entitled to assert. Nor does it seem to be in the public interest to alow

for further delays in the process of taking New PREMERA public, which as
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noted above will be the event that “unlocks” and makes available substantial
value for charitable applications in the two states.

Shares Outside Voting Trusts -- In the event that BCBS does not approve
the Foundations each holding 5% of al New PREMERA stock outside their
respective voting trusts, and the states are unable to agree on an alocation
between them of one 5% block outside the voting trusts, the Voting Trust
Agreements provide that the full 5% will be allocated to the Washington
Foundation Blackstone argues, in its Update Report (p. 8), that this default
provision should be eliminated and that each Foundation should be able to
hold 5% of all of the New PREMERA stock outside of the respective voting
trusts. The decision regarding waiver of requirements under the BCBS license
will be made by the licensor and is not within Premera’s control, so | believe
the default provision is a necessary and reasonable safeguard to ensure that if
such approval is not granted, the Foundations still have the ability to negotiate
adifferent alocation, just not the ability to delay the Proposed Conversion
while they negotiate.

Restrictions on Foundations -- C&B’s argument, in its Supplemental Report
(pp. 25-27, 30, 34, 86), that the required purposes and restrictions placed upon
the Foundations are unreasonable, too restrictive and not in the “public
interest,” is inconsistent with the fact that Premera is a voluntary donor of
assets, and that under Washington law a clear expression of intent to impose
charitable restrictions is necessary to create charitable trusts as to the assets

being gifted to the Foundations. It is more than alittle ironic that C&B,
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having asserted repeatedly that Premera’ s assets are subject to charitable
restrictions, would contradict its own position by arguing that the transfers to
the Foundations need not be subjected to continuing charitable restrictions.

f. Transfer of Assetson Dissolution-- C&B, in its Supplemental Report (p.
50), argues that Premera must be a charitable corporation, because otherwise
its transfer of assets to the Foundations in the Proposed Conversion would
have to “be considered a breach of the board’ s and management’ s fiduciary
duty to the owners of the company.” | have concluded that the proposed asset
transfers are in compliance with PREMERA’ s Articles of Incorporation
regarding dissolution, so | see no lega basis for C&B’s argument that
Premera’ s directors would be breaching their fiduciary duty by complying with
the requirements stated in such Articles and in RCW 24.03.225(4) and (5) as
to transfers upon dissolution. Not only is C&B’s argument on this point
insupportable under Washington law; even if it were valid, it would provide
no basis for concluding that Premera s assets must be subject to charitable
restrictions. C&B does not cite, and | would venture to state that there does
not exist, any judicia authority for the breathtaking logical leap that if there is
afiduciary limitation against the contribution of assetsto a charity, then such
assets must have been subject to charitable restrictions in the first place.

Q. Arethereother criticisms of the Proposed Conversion by the OIC
consultants with which you do not agree?

A. Y es, there are other criticisms of the structure of the Proposed Conversion in
reports filed by the OIC consultants with which | do not agree. These are some of the

matters discussed in more detail in my Supplemental Report:
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a. Change of Control -- The trigger for a free vote by the Foundations upon a

change of control is a proposed issuance or transfer of more than 50.1% of
New PREMERA'’ s voting securities or business in a merger, consolidation or
other transaction. Blackstone, in its Update Report (p. 17), argues that this
threshold should be lowered to a proposed issuance or transfer of 20%. This
change is unnecessary and problematic for at least two reasons. First, the
New PREMERA shareholders, including the Foundations, are adequately
protected by New PREMERA’ s independent board majority; and second,
protection of the Foundations has already been afforded by the issuance of the
Class B Common Stock held by the Washington Foundation, which gives the
Washington Foundationthe right to veto certain transactions, including
issuances of stock that “would adversely affect the financial interests’ of the
Washington Foundation

Foundation Nominee to Premera Board -- The Foundations have the right
jointly to nominate one member of the board of directors of New PREMERA
until the earliest to occur of (i) their respective ownership of New PREMERA
capital stock dropping below 5% of the issued and outstanding capital stock of
New PREMERA, or (ii) five years from the date of the Voting Trust and
Divestiture Agreements. Blackstone argues, in its Update Report (pp. 9, 19),
that the five year period is unacceptable and should be extended. | believe
such a change would be atypical and inappropriate. In my experience, it is
typical in awide variety of financing, acquisition and other transactional

documents for a large shareholder’ s negotiated right to a guaranteed board
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seat to disappear when the shareholder’ s ownership is reduced to the 10%
range, and sometimes this occurs closer to the 20% ownership level. In my
experience, it would be extremely unusua for aboard seat to continue to be
guaranteed all the way down to the 5% ownership level, since at that level a
shareholder would not hold sufficient voting power to get its director elected
even under a cumulative voting format. Under the divestiture schedul e set
forth in the Voting Trust and Divestiture Agreements, the highest percentage
ownership that either of the Foundations will hold by the fifth anniversary of
the date of the Voting Trust and Divestiture Agreementsis likely to be
somewhere in the very low teens, and | believe this would be atypica point at
which a guaranteed board seat would be lost.

Director Independence -- Blackstone argues, in its Update Report (p. 10),
that the 2% of revenue test set forth in the definition of “indeperdence” for
New PREMERA' s directors needs to be adjusted even though as currently
drafted it is consistent with the independence rules of the New Y ork Stock
Exchange (“NYSE”). In creating this definition, the NY SE concluded that the
independence test of the greater of 2% of revenues or $1 million in revenuesis
the most appropriate measure for determining whether directors have a
“materia relationship” with alisted company. | would not substitute
Blackstone' s judgment for that of the NY SE in this regard, especially since
doing so would narrow the pool of qualified potentia directors with
knowledge about healthcare issues who are eligible to serve as independent

directors of New PREMERA (including, specifically, physicians).
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d.

I nvestment and Program Committees -- C&B, in its Supplemental Report
(p. 32), suggests that the specificity of functions delegated to the Investment
and Program Committees under the Foundations' Bylaws raises “severa
serious concerns.” These provisions are unusual but very appropriate to the
Foundations. The directors of the Foundations will be required to deal with a
number of complex financial strategy, investment banking and securities law
issues, as well as issues concerning analysis and monitoring of charitable
grants. The Investment Committee and the Program Committee have very
different functions—the Investment Committee is charged with managing and
disposing of investments, while the Program Committee is tasked with
analyzing and making recommendations with respect to charitable grants,
programs and other expenditures. The proper operation of each of these
committees requires a different set of skills from their respective members.
Good corporate governance dictates that the individuals most qualified for a
function should be designated to perform that function, and | would not
change the Investment and Program Committee design for this reason.
Likewise, based upon similar reasoning, | would not change the requirements
asto qualifications of individuals who are to serve on those committees,
despite C&B’s criticism (C&B’s Supplemental Report, p. 32) that the
requirements are overly strict and unnecessary.

Foundation Board Member ship Restrictions -- Section 3.2 of the proposed
Bylaws of the Foundations sets forth the qualifications and certain restrictions

applicable to the potential directors for the Foundations. Excluded from
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eligibility for the Washington Foundation s board, according to C&B’s
Supplemental Report (p. 31), are “individuals who are a member ‘ of any
hospital or hospital association or medical association in Washington.”” In its
Supplemental Report, C& B states that this exclusion is “extremely
troublesome” and “quite puzzling.” To me, the only puzzling part is C&B’s
interpretation of this section. | believe that Section 3.2(i) clearly states that a
director of the Washington Foundation may not include any director, officer
or employee of (i) the BCBSA or one of its licensees, (ii) any hospital or
hospital association or medical association in Washington, or (iii) any other
entity “engaged in the business of providing coverage or the administration of
health benefits....” This language should not be read, as C&B has done, to
exclude all members of hospitals, hospital associations or medical associations
in Washington. The only use of the word “member” in Section 3.2(i) relates
to “members’ of the boards of directors of such organizations, which C&B
has improperly read to include all members of such organizations. This
mistaken reading is of particular concern when C&B, in its Supplemental
Report (p. 31), states “[tlhe Commissioner may have sufficient grounds to
reject the [Proposed Conversion] on this basis alone.”

I nvestment Committee Role in Foundation Share Disposition-- C&B
voices concern, in its Supplemental Report (pp. 14, 32), that the Investment
Committee is delegated the power, without further approval from the full
board of directors, to determine the control and disposition of the Washington

Foundation s holdings of shares of New PREMERA stock. | disagree with
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this concern for two reasons. First, the Investment Committee is designed to
be composed of individuals highly qualified to review and coordinate the
Washington Foundation's trading activities, and the delegation reflected in the
Washington Foundation's Bylaws is consistent with Washington law.

Second, the members of the Investment Committee will be directors who bear
the full complement of fiduciary obligations that apply to al directors, and
will be required to listen to input from the other directors and officers and take
into account any “balancing” questions in managing the asset diversification
process.

Restrictions on Use of Foundation Proceeds -- C&B questions, in its
Supplemental Report (pp. 33-35, 85-86), why it is necessary to afford New
PREMERA enforcement rights with respect to the restrictions on “ purposes’
to which the Foundations may devote the proceeds of New PREMERA stock.
The business interests of PREMERA in arranging for some means to enforce
the restrictions seem obvious to me. Further, the transfer of New PREMERA
stock is a voluntary act, and PREMERA has sensibly designated New
PREMERA as the continuing corporate entity that has the power to enforce
the intended restrictions of the Transfer, Grant and Loan Agreement.
Foundation Share Divestiture -- The Unallocated Shares Agreement
provides that the escrow agent shall sell shares to the extent the Foundations
do not in the aggregate sell 10% of their sharesin the New PREMERA |1PO.
C&B (Supplemental Report, p. 76) sees “no apparent reason” for this

provision. It isquite appropriate, in my view, to bring stability to the market



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

PRE-FILED DIRECT TESTIMONY OF:
JOHN M. STEEL

Page 34

in New PREMERA stock by imposing this IPO-participation requirement,
which will help the Foundations meet the 80% divestiture benchmark one year
after the IPO.

Appointment of the Third Board -- The Bylaws of the Foundations provide
that the Third Board (as defined in section 3.5.2) will be appointed after New
PREMERA’sIPO. C&B, in its Supplemental Report (pp. 31-32), alleges that
Premera does not have a “good reason to prevent” appointment before the
IPO. | disagree, for several reasons: (i) directors of New PREMERA at the
time of the IPO will have personal liability for the contents of the IPO
prospectus and should have enough knowledge and experience with New
PREMERA and the IPO process to be comfortable signing the IPO
documents; (ii) the underwriters will want to finalize disclosure and not deal
with last-minute changes in board composition immediately prior to the 1PO;
and (iii) the Attorney General also appoints the Second Board and should have
no particular reason to hasten appointment of the Third Board.

PO Extensions -- C&B, in its Supplemental Report (pp. 14-15), and
Blackstone, in its Update Report (p. 7), criticize the two automatic three-
month extensions of time for New PREMERA to effect its IPO if thereis
pending litigation related to the Proposed Conversion. Due to the preparatory
work involved, the need to time the IPO to a reasonably receptive stock
market, and the deleterious effect pending litigation could have on the 1PO,

the 15- to 18-month period reflected in the Form A Filing between regulatory
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approvals and IPO is not, in my view, an unnecessarily long period of time to
accomplish the New PREMERA 1PO.

Condition to Closing of the Initial Public Offering -- On or around the day
that the 1PO registration statement is declared effective, all the stepsto the
Proposed Conversion will be effected, and then newly formed New
PREMERA, as well as the Foundations, will ssmultaneously sell a portion of
the newly issued shares of New PREMERA stock to the public. Contrary to
C&B’s concern, expressed in its Supplemental Report (p. 14), that the New
PREMERA PO must occur logically before the closing of the Proposed
Conversion, the consummation of the IPO is not and cannot be a precondition
to the consummation of the Proposed Conversion, because the shares of New
PREMERA cannot be sold to the public until after (albeit, only a moment
after) New PREMERA has received the Premera business assets and its initial
shares have in return been issued to PREMERA and then contributed to the
Foundations.

One Director for Two Foundations -- Contrary to Blackstone' s argument, in
its Update Report (pp. 8, 19), that the Washington Foundation should have the
right to nominate its own representative to the New PREMERA board of
directors, | believe that “appropriate” representation can be achieved through
the nomination of one director by the Foundations, with the one director
reporting to both Foundations. Under Washington corporate law, the only
restrictions on such reporting relationships—whether to one or a dozen

shareholders—are that (i) the director must at all times be sure not to confuse
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the reporting relationship with the fact thet his or her fiduciary duties run to
the corporation and all of its shareholders (not just those to whom he or she
reports), and (ii) the director must be sure that the confidences of the
corporation are maintained, which can be accomplished through a
confidentiality agreement executed by the Foundations and New PREMERA.
Aslong as these limitations are observed, there is no legal problem with a
single director reporting periodically to multiple shareholders. It is unclear to
me whether Blackstone, in suggesting that the Washington Foundation should
have separate “representation” on New PREMERA’s board, is proposing that
such a separate director would have more than a reporting function, and would
in fact be bound in some fashion to do the Washington Foundation’s bidding
asto New PREMERA board matters. If thisiswhat Blackstone is suggesting,
then | strongly disagree with the proposal, because (@) it would be inconsi stent
with the director’ s duty to represent all shareholders (see clause (i) above),

and (b) it would very likely be viewed by the investing public as detracting

from good corporate governance.

. Foundation Asset Diversification-- In its Supplemental Report (pp. 28-30,

84), C& B makes the claim that the release of the Washington Foundation's
management from the “prudent person” duty to diversify assets held in a
fiduciary capacity is “too broad.” Having reviewed these rel eases as specified
in the proposed Articles of Incorporation for the Washington Foundation, |
believe that they are narrowly drawn so as to be limited in their application to

the board’ s prudence and diversification duties relative to only the New
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o > 0

A.

PREMERA shares to be held by the Washington Foundation Such narrowly
drawn provisions are consistent with what | would expect reasonably skilled
corporate lawyers to draft in these particular circumstances, to ensure that the
directors of the Washington Foundation are not held to a standard of care that
they may not be able to meet relative to diversification of the New
PREMERA sharetoldings. These provisions do not, in my view, bear any
potential for the Washington Foundationi s directors to engage in any
“imprudent” conduct other than continuing to hold a concentration of New
PREMERA shares, and therefore do not raise any public interest concerns. It
isworth noting that these releases only relieve the directors from fiduciary
duties as “trustees’ under RCW Ch. 11.100—the directors will continue to
have afull complement of fiduciary obligations as not-for-profit corporation

directors under RCW Ch. 24.03.

Does this conclude your direct testimony?

Yes.
Do you anticipate offering responsive testimony as well?

Yes, | expect to address portions of the reports offered by experts that have been

retained by other partiesin this matter, and to respond to pre-filed testimony of those

experts insofar as they touch upon matters of Washington corporate and securities law

and practice.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

PRE-FILED DIRECT TESTIMONY OF:
JOHN M. STEEL
Page 38

VERIFICATION

I, John M. Steel, declare under penalty of perjury of the laws of the State of
Washington that the foregoing answers are true and correct.

Executed this day of March, 2004, at

]

JOHN M. STEEL
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